
DlSCOVERY HOLDING COMPANY AND SUBSIDIARIES 

Notes to Condensed Consolidated Financial Statements - (Continued) 

(6)  Goodwill 

Goodwill is comprised of the following: 

Goodwill 
$ 106,599 106,599 Creative Services group. . . . . . . . . . . . . . . . . . . .  

Nelwork Services group . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  197,283 197,190 
Discovery.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,771,ooO 1,771,030 

TolalgoodwiU . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $2,074,882 2,074,789 

GAAP requires companies to allocate enterprise-level goodwill to all reporting units. including equity method 
investments. Accordingly, the Company h z  allocated $1,77 1,030,030 of enterprise-level goodwill to its investment 
in Discovery. ?his allocation is performed for goodwill imp-cnt testing purposes only and does not change the 
reported carrying value of rhe investment However, to the extcnt that all or a portion of an equity method 
investment is disposed of in rhe future, the allocared portion of goodwill will be relieved and included in the 
calculation of the gain or loss on disposal. 

(7) Investment in Discovery 

The Company has a 50% ownership interest in Discovery and accounts for its invesunent using the equity 
method of accounting. Discovery is a global media and entertainmnt company hat provides original and 
purchased video pmgamming in the United States and in over 170 other countries. Discovery also develops 
and sells branded conunercc and educational product tines in rhe United Stares. 

On March 29, 2007, Discovery announced that it had entered into a non-binding Letter of Intent with Cox 
Communicarions Holdings, Inc. (“Cox”), a 25% shareholder of Discovery, pursuant to which Discovery would 
redeem Cox’s ownership interest in  Discovery for all of the capital stock of a subsidiary of Discovery that will hold 
Travel Channel, travelchannel.com, Antenna Audio and approximately $1.275 billion in cash. Discovay expecls to 
raise the carh amount through addiuonal fmancing, and expects to retire rhe equity shares previously owned by Cox. 
Completion of me transaction is subject to negotiation of definitive d a m e n u  and various conditions, including 
regulatory clearances and approvals. Upoo completion of the transaction, which is expected to close in the second 
quarter of 2007, the Company would own a 65%% interest in Discovery. DHC would continue to account for its 
investment using the equity method of accounting due to governance rights which would restrict DHC’s ability to 
control Discovery. 

DHC’scarryingvalueforDiscovery was$3,150,457,000atManh31,2007. Inaddition, asdescribedinnote6 
enterprise-level goodwill of $1,771,000,wO has been allocated to the investment in Discovery. 
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DISCOVERY HOLDING COMPANY AND suBsmLLRlEs 

Notes to Condensed Consolidated Financial Statements - (Continued) 

Summarized fmancial information for DCI is as follows: 

Consolidated B Q h c e  Sheets 
March 31, December 31, 
m 7  2w6 
ammnls in UloornDda 

Cash and cash equivalents.. . . . . . . . . . .  . . . . . . . . . . . . . . . . . .  $ 71,285 
Olhercunentasse tr . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  904,398 
Property and equipment, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  417,286 
Goodwill and intangible assets . . . . . . . . . . . . .  455,906 
Programming nghts, long term . . . . . . . . . . .  . . . . . . . . . . .  1,253,539 
Orherassetr . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  446,736 

Total assets . . . . . . . . . . . . . .  . . . . . . . . . . . .  $3,549,150 

Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 567,216 
Long term debt . .  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2,896,186 
Orher liabilities. . . . . . . .  . . . . . . . . . .  . . . . . . . . . . . . . .  257,790 
Mandatorily redeemable e n subsidim.es . . . . . . .  . . . .  46,586 
Srockholders' deficit. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (218,688) 

Total liabilities and stockholders' deficit. . . . . . . .  $3,549,150 . . . . . . . . . .  

Consolidated Statements of Opemtions 

52,263 
918,373 
424,041 
472,939 

1,253,553 
255,384 

3,316,553 

734,524 
2,633,237 

175,255 
94,825 

(261,288) 

- 
- 
~ 

~ 

3,376,553 - 

Thrn Months End& 
March 31, 

2006 
amooolr io thensands 
zw7 ~ 

Revenue. . $ 727,826 659,601 
Cost of ~evenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (257,027) (240,342) 

. . .  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Selling, general and administrative . . . . . .  . . . . . . . . . . . . . . . . . . . . . .  (291,002) (274,348) 
Restructuring and other charges . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Equiiy-based compensation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Depreciation and amortization. . . . . . . .  . . . . . . . . . . . . . . . . . . . . . .  (35,188) (30,135) 

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . . .  121,889 109.607 
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (44,556) (49,006) 
Olher income, net. 2,407 10,005 
lncome tax e*pe,,se . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (36,626) (28,259) 

. . . . . . . . . . . .  . . . . . . . . . . . . . . . . . . . . . . . .  

. . . . . . . . . . . . . . .  $ 43,114 42,347 . . . . . . . . . . . . . . . . . . . . . . . .  -- Net earnings 

DHC's share of net earnings. . . . . . . . . . . . . . . . . . . . .  S 21.557 21,173 

(8) Income Taxes 

Effective January 1,2007, the Company adopted FASB Interpretation No. 48, "Accounting for Uncertainty in 
Income Taxes, an interprelation of FASB Starement No. 109" Y'FN 48"). FIN 48 clarifies the accounting for 
uncertainty in income taxes recognized in  a company's financial statements and prescribes a recognition threshold 
and measmment armbure for the financial sraemenr recogition and measurement of a tax position raken or 
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DISCOVERY HOLDING COMPANY AND SUBSIDIARIES 

Notes to Condensed Consolidated Financial Statements - (Continued) 

expected to be taken in a tax r e m .  In instances where the Company has taken or expects to take a tax position in its 
lax r e m  and thc Company believes it is more likcly than not that such tax position will be upheld by the relevant 
taxing authority, the Company may record the benefits of such tax position in its consolidated fmancial statements. 
Upon adoption of FIN 48, the Company’s whollyuwned snhsidw,  Ascent Media, reversed $255,000 of tax 
liabilities included in the Company’s December 31,2006 consolidated balance sheet with a corresponding decrease 
10 accumulated deficit. The Company’s 50%-owned equity affiliate, Discovery, recorded a $5,011,000 net tax 
liability upon adoption of FN 48, so the Company charged its 50% share, or $2,506,000, directly to accumulated 
deficit. net of a $991,000 deferred tax impact. 

As of January 1, 2007, the Company’s tax reserves related to unrecognized tax benefits for uncertain tax 
positions was not significant. The Company does not expect that the total amounts of unrecognized tax benefits wiU 
signifcantly increase or decrease during the year ended December 31, 2007. 

When thc tax law requires interest to be paid on an underpayment of income taxes, the Company recognizCs 
interest expense from the fust period the interest would begin accruing according to the relevant tax law. Such 
interest expense is included in Other income, net in the accompanying condensed consolidated statemeuts of 
operations. Any accrual of penalties related to underpayment of income taxes on uncertain tax positions is included 
in Other income, net in the accompanying condensed consolidated statements of operations. As of January 1,2007, 
accrued interest and penalties related to uncertain tax positions was not significant. 

As of March 31, 2007, the Company’s tax rems IM the period July 21,2005 through December 31.2006 
remain subject to examination by the R S  for federal income tax purposes. 

(9 )  Commilments and Contingencies 

The Campmy is involved in litigation and similar claim incidental to the conduct of its business. In 
management’s opinion, none of the pending actions is likely to have a material adverse impact on the Company’s 
financid position M resulls of operations. 

The Company and its subsidiaries lease offices, satellite transponders and certain equipment under capital and 
operating leav arrangements. 

On December 3 1,2003, Ascent Media acquired the operations of Sony Elecuouic’s system integration center 
business and related assets, which we refer to as SIC. In exchange, Sony receked the right to bc paid in 2008 an 
amount equal to 20% of the value of the combined business of Ascent Media’s wholly owned subsidiary, AF 
Associates, Inc. and SIC. The value of 20% of the combined business of AF Associates and SIC is estimated at 
$6,100,000, which liability is included in long-term Other liabilities in the accompanying condensed consolidated 
balance sheets. SIC is included in Ascent Media’s network services group. 

(10) Related Party Transactions 

In connectioo with the Spin Off, DHC and Liberty entered into a Sewices Agreement. Pursuant to the Senices 
Agreement. Liberty provides the Company with office space and certain general and adminisuative services 
including legal, tax, accounting, treasury and investor relations support. The Company reimburses L i b y  for 
direct, out-of-packet expenses incurred by L i b y  in providing these services and for the Company’s allocable 

s costs and costs associated with any shared services or pasonnel. Liberty and DHC have agreed 
that they wlll review cost aUccatlons every six monms ana aalust sum charges, Lu 

DHC by Libeny under the Services Agreement aggegated $552.000 and $565.000 for the three months ended 
March 31, 2007 and 2006, respectively. 

Ascent Media provides services, such as satellite uplink system integration, origination, and post-prcductiOn. 
to Discovery. Revenue recorded by Ascent Media for thesc services for thc three months ended March 3 1,2007 and 
2006 aggregated $4,960,000 and $6,768,000, respectively. 
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DISCOVERY HOLDING COMPANY AND SUBSIDIARIES 
Notes to Condensed Consolidated Financial Statements - (Continued) 

(11) Mormation About Operating Segments 

The Company’s chief operating decision maker, or his designee (the T O D M ) .  has identified the Company’s 
reponable segments based on (i) financial information reviewed by the CODM and (ii) those operating segmenu 
that represent more than IO% of the Company’s consolidated revenue or earnings before taxes. In addition, those 
equity investments whose share of eamings represent more than 10% of the Company‘s eamings before taxes are 
considered reponable segmcnu. 

Based on the foregoing criteria, the Company’s business units have been aggregated into three reportable 
segments: the creative services group and the network services goup. which are consolidated operating segments, 
and Discovery, u,hich is an equity Siliate. 

The creative services group provides vilrious technical and creative services n e c e s s q  to complele principal 
photography into fmal products, such as feature f h ,  movie trailers, d m m e n k e s  and independent flms, 
episodic television, T V  movies and mini-series, television commercials, music videos, interactive games and new . 
digital media, promotional and identity campaigns and corporate communications. These services are referred to 
generally in the entertainment industry as “post-production” services. In addition, the creative services group 
provides a full complement of facilities and services necessary to opt-e, archive, manage and repurpose 
completed media assets for global distribution via freighs satcllitc, fiber and the Internet. The network services 
group provides broadcast services. which are comprised of services necessary to assemble and distribute 
programming for cable and broadcast networks via fiber and satellite to viewers in North America, Europe, Asia 
and Latin America Additionally, the networks services group provides systems uitcgrauon, design, consulring, 
engineering and project management services. 

DHC corporate related irems and unallocated Ascent Media corporate expenses are reflected in the Corporate 
and Other column listed below. As a product of Ascent Media’s reorganization completed in the fourth quarter of 
2006, the segment presentation for prior periods has been conformed to the current period segment presentarion. 

The accounting policies of the segments that are consolidated entities are the same as those described in the 
summary of significant accounting policies and are consistent with GAAP. 

The Company evaluates the performance of these operating segments based on fmancial measures such as 
revenue and operating cash flow. The Company defines operating cash tlow as revenue lcss cost of seMces and 
selling, general and administrative expense (excluding stock and other equity-based compensation and accretion 
expense on asset retkmenl obligations). The Company believes this iS an important indicator of the operationd 
strength and performance of its businesses, including the businesses’ ability to service debt and capital expen- 
ditures. lo  zddirian, this measure allows management to view operaring results and perform analytical comparisons 
and identify strategies to improve performance. This measure of pdormance excludes depreciarioo and amor- 
tization. stack and other equipbased compensation, accretion expense on asset retirement obligations and 
restructuring and impairment charges that are included in the measurement of operating income pmuant  10 
GAAP. Accordingly, operating cash flow should be considered in addition to, but not as a substitute for, Operating 
income, cash flow provided by operating activities and other measures of financial performance prepared in 
accordance with GAAP 

Thc Company’s reportable segments are strategic business units that offer different products and services. 
Thcy are managed separately because each segment requires different technologies, distribution channels and 

. -~ ~ marketing suategies. 
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DISCOVERY HOLDING COMPANY AND SUBSIDlARIES 

Notes to Condensed Consolidated Financial Statements - (Continued) 

Summarized fmaocial informarion concerning the Company's reponable sepmeou is presented in the 
following tables: 

Three months ended March 3 1,2007 
Revenue from external customers . . . . . . . .  
Operaring cash flow (deficit) . . . . . . . . . . .  
Capital expenditures. . . . . . . . . . . . . . . . . .  
Total assets . . . . . . . . . . . . . . . . . . . . . . . .  

Revenue from external customers . . . . . . . .  
Operating cash flow (deficit) . . . . . . . . . . .  
Capital expenditures. . . . . . . . . . . . . . . . . .  

.Three months ended March 31,2006 

%110,712 63,170 - 173,882 
$ 14,284 8,288 (7,210) 15,362 
$ 6,132 5.587 1,688 13,407 
$412,284 383,532 5,099,418 5,895,234 

$ 98,530 55,038 - 153,568 
$ 13,098 9,497 (9,251) 13,344 
$ 5,595 7,603 604 13,802 

727,826 
179,797 
13,407 

3,549,150 

659,601 
144.91 1 

7,344 

(1) Included in Network Services group revenue Is broadcast services revenue of $37,415,003 and $39,29o,WO and 
systems integration revenue of $25,755,000 and $15,748,000 for the rhree nmnths ended March 31,2007 and 

The following cable provides a reconciliation of segment operating cash flow m earnings before income w e s .  

2006, respectively. 

Three Monlhr Ended 

Segment opmting cash flow . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 15,362 13,344 
Stock-based compensation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (966) (.546) 
Depreciation and amomzation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (15,571) (15,655) 
Share of eamings of Discovery. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  21,557 21.173 
Other, net.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  9,271 1,950 

W i n g s  before income !axes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 29,653 20,266 
-- 
-~ 
~~ 
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DISCOVERY HOLDING COMPANY AND SUBSIDIARIES 

Notes to Condensed Consolidated Financial Statements - (Continued) 

Informaion as to rhe Company's operations i~ diffennt geographic meas is as follows: 
T h e  Month Eodcd 

Mnreh 31, 
3007 2006 

mounb in lhonarsods 
-- 

Revenue 
United States.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $137.212 116,189 
United Kingdom . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  30,140 32,060 
Other countries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6,530 5,299 

$173.882 153,568 
- _ _  
-- 

.Much 31, December 31. 
2M7 m 
amovnI.7 in Uluowd, 

Property and equipment, net 
United Stater . .  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $189,798 184,052 
United Kingdom . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  70,345 70,363 
Olher counuies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  25,029 26,360 

~ $285,172 ?80,775 
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Item 2. Management's Diecussion and A d j r i s  of Financial Condirion and ResuUs Of Opernrions 

Cerrain statemenls in this Quarterly Report on Form l0-Q constitute forward-looking statements within the 
meaning of b e  Private Securities Litigation Reform Act of 1995, including statements regarding our business, 
marketing and operating strategies, integation of acquired businesses, new Service offerings, and anticipated 
sources and uses of capital. Where, in any fmard-looking statemen& we express an expectation or belief as to 
fuNre results 01 events, such expectation 01 belief is expressed in g d  faith and believed to have a reasonable basis, 
but there can be no assurance that the expectation or bclief will result 01 be achieved or accomplished. The following 
include some but not all of rhe factors that could cause actual results or e v e m  to differ materiaUy from those 
anticipated: 

general economic and business conditions and industry trends including the timing of, and spending on, 
feature f i  and television production; 

- spending on domestic and foreign television advertisiing and spending on domestic and foreign frst-run and 
existing content libraries; 

* the regulatory and competitive environment of the industries in which we, and the entities in which we have 
interests, operate; 

* continued consolidation of the broadband distribution and movie studio industries; - uncerraintics inhcrent in the development and integration of new business lines, acquired operations and 
business smtegies; - uncertainties associated with product and service development and market acceptance, including the 
development and provision of programming for new relevision and telecommunications technologies; 

- changes in the distribution and viewing of television programming, including the expanded deployment of 
personal video recorders, video an demand and IP television and their impact on television adveNsing 
revenue; 

mpid technological changes; 

* fume financial performance, including availability, terms and deployment of capital; 

- fluctuations in foreign cunency exchange rates and pditical unrest in international tnarkets; 

* the ability of suppliers and vendors to deliver products, equipment, software and services; 

the outcome of any pending 01 threatened litigation; 

* availability of qualified personnel; 

the possibility of an industry-wide suike or other job action by or affecting a major entertainment industry 
union: 

* changes in, M failure or inability to comply with, government regulations, including, without limitation, 
regulations of the Federal Comunications Commission, and adverse outcomes from regulatory 
proceedings; 

* changes in the name of key strategic relationships with partners and joint venmers; 

* competitor responses to our products and services, and the products and services of the entities in which we 
~ -&and_ - threatened tmoriss attacks and ongoing military action in the Middle East and other parts of the world. 

These forward-looking statements and such risks, uncertainties and other factors speak only as of the date of 
this Quarterly Reporr. and we expressly disclaim any obligation or undertaking to disseminate any updates or 
revisions to any forward-looking statement contained herein, to reflect any change in our expectations with regard 
thereto, 01 any other change in events, conditions or circumstances on which any such statement is based. 

1-14 



The following discussion and analysis provider information concerning our results of operations and financial 
condition. ?his discussion should be read in conjunction with our accompanying condensed consolidated fmancial 
statements and the notes thereto; and our “Managenlent’s Discussion and Analysis of Financial Condition and 
Results of Operations” and our consolidated fmancial stiitemcnts included in OUT Annual Report on Form 10-K for 
the year ended December 31, 2006. 

Overview 

We are a holding company and our businesses and assets include Ascent Media and AccentHealth. which we 
consolidate, and a 50% ownership interest in Discovery, which we account for using the equity method of 
accounting. Accordingly, as described below, Discowry’s revenue is not reflected in the revenue we repon in our 
condensed consolidated fmancial sratements. 

Ascent Media provides creative and network services to the media and entertainment industries. Ascent 
Media’s clients include major motion picture studios, independent producers, broadcast netwwks, cable progam- 
ming networks, advenising agencies and othex companies thar produce, own andlor distribute entertainment, news, 
spons, corporate, educarional, industrial and advertising contenr Ascent Media’s operatiom are organized into the 
following three groups: creative services group, network services group and corporate and other. Ascent Media has 
few long-term or exclusive agreements with its creative services customers 

AccentHealth, which we acquired on January 21, 2M)6 for cash consideration of $46,793,000, operates an 
advertising-supported captive audience television network in doctor office waiting ~mms nationwide. For fmancial 
reporting purposes, the acquisition is deemed to have cxcurred on February 1,2W6, and the results of operatiom of 
AcccntHealth have been included in our consolidated resulrs as pan of the network services group since the date of 
acquisition. 

Our most sigruficant asset is Discovery, in which we do not have a controlling fmancial interest Discovery is a 
global media and entertainment company that provides original and purchased video programming in the U.S. and 
over 170 other munuies. Discovery also develops and sells handed commerce and educational product lines in the 
United States. We account for our 50% ownership inlaest in Discovery using the equity method of accounting 
Accordingly, our share of the results of operations of Discovery is reflected in our consolidated results as earnings or 
losses of Discovery. To assist the reader in better understanding and analyzing our business, we have included a 
separate discussion and analysis of Discovery‘s results of operations and fmancial condition below. 

Operating Cash Flow 

We evaluate the performance of ow operating segments based on financial measures such as revenue and 
operating cash flow. We defme operating cash flow as revenue less cost of services and selling, general and 
administrative expense (excluding stock and other equity-based compensation and accretion expense on asset 
redrement obligations). We believe rh is  is an imporlant indicator of the operational strength and performance of OUT 

businesses, including their ability to invest in ongoing capital expendimes and service any debt. In addition, this 
measure allows management to view operating results and perform analytical comparisons and identify strategies to 
improve performance. This measure of performance excludes depreciation and mmzation,  stock and other 
equity-based compensation, accretion expense on asset retirement obligations, restructuring and impairment 
charges that are included in the measurement of operating income pursuant to GAAP Accordingly. operating 
cash flow should be considered in addition to, but not as a substitute for. operahg income, cash flow provided by 
operating activities and other measures of financial performance prepared lo accordance with GAAP. See note 11 to 

~ sratements for a reconciliation of operating cash flow to 
earnings before income taxes 

~ e s u l t s  or Operatiom 

Ourcmsolidatxd results of operations include 100% ofthe results of Ascent Media and AccentHealth, general 
and administrative expenses innvred at the DHC corpmre level, and OUT 50% share of earnings of Discovery. 
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Our creative services group revenue is primarily generated from fees for video and audio port production, 
special effects and editorial services for the television, feam film and advertising industries. Generally, these 
services perrain to the completion of feature fdms, television programs and advemsements. These projects normally 
span from a few days to three months or more in length, and fees for these projects typically range from $10.000 to 
$1,000,Dw per projecr Additionally, the creative services group provides owners of fdrn libraries a broad range of 
restoration, preservation, archiving, professional mastering and duplication services. The scope of these creative 
services vary in duration from one day to several months depending on the name of the service. and fees typically 
range from less than $1,000 to $100,ooO per project The ueative services group includes Ascent Media’s digital 
media distribution center which is developing new digiral service products and businesses in areas such as digital 
imaging, digital vault, distribution services and interactive media. 

Our network services group’s revenue consists of fees relating to facilities and services necessary to assemble 
and transport programming for cable and broadcast networks across the world via iibcr, satellite and the Internet 
The group’s revenues are also driven by systems integration and field support services, technology consulting 
services, design and implementation of advanced video systems, engineering project managemens technical help 
desk and field service. Approximately 63% ofthe network services group’s revenue relates to broadcast services, 
satellite operations and fiber services that are earned monthly under long-term contracts ranging generally from one 
to seven years. Additionally, approximately 40% of revenue relates to systems integration and engineering services 
that are provided on a project basis over terms generally ranging from three to twelve months. 

Corporate related items and expenses are reflected in Cnporate and other. below. Cost of services and 
operating expenses consist primarily of production wages, facility costs and other direct costs and selling, general 
and administrative expenses. 

Three Months Ended 
March 3l, 

Z W I  2006 
amountr in Ulovraodr 
- _ _  

Segment Revenue 
Creative Services group. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Network Services group. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Corporate and other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Segment Operating Cash Flow 

Network Services goup.  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Creative Services g o u p .  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Corporate and other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

$110,712 
63,170 
- 

98,530 
55,038 
- 

$173,882 
~ 

$ 14,284 
8,288 

(7,210) 
$ 15.362 - 

153,568 __ 

13,098 
9,497 

(9,251) 
13,344 __ 

Revenue. Total revenue increased $20,314,000 or 13.2% for the three months ended March 31, ?007, as 
compared to the corresponding prior year period. m e  creative services group revenue increased $12,182,000 for the 
t hee  months ended March 3 1,2007, as compared to the corresponding prior year period. This increase was due to 
(i) an increase of $6,241,000 in commercial revenue driven primady by strong U.S. demand, (ii) an increase of 
$3,727,000 in  feature revenue driven by increased titles for post production and audio services. (iii) an increase of 
$864,000 in media services driven by growrh in digital vaulting and digital distribution services, offset by lower 
traditional media, lab and DVD services and (iv) favorable changes in foreign mrreacy exchange rates of 
$ ~ ; u i > , u o ~ .  inese revenue i n c m  m 
the U S .  and U.K. 

-~ . .  . .  

Ihe oetuzork services group revenue increased $8,132,000 far the three months ended March 31, 2007, as 
compared to the corresponding prior year period. The increase in revcnuc was due to (i) an increasc of $10,oO8,~ 
in system integration senrice revenue due to the timing of projects. (if an increase of $1,985,000 driven by 
AccenrHealth which was acquired in February 2w6 and (iii) favorable changes in foreign currency exchange rates 
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of $1,363,000. These increases in revenue were panially offset by (i) a decrease of $2,342,000 in content 
disrribution revenue primarily due to the termination of d n  dislribution contracts in the U.K. and (ii) other 
~evenue decrease of $2,882,000 primarily due to a large one-time project in 2006. 

Cost qfServicer. Cost of services increased $20,427,wO or 20.9% for the three months ended March 31, 
2007,ascompared tothecorrespondiogprioryearpenod.7heincreascisaiyjbutable tohighercostsacrosscrcative 
services and network services groups primarily in production ma ted ,  production personnel and equipment 
expenses resulting &om increased volumes. Additionally, changes in foreign cwency exchange rates resulted in an 
increase of $2,157,Mx). As a percent ofrevenue, cost of services was 67.9% and 63.6% for the three months ended 
March 31, 2007 and 2006, respectively. The percentage increase was a result of revenue mix driven by higher 
production material costs for system inregation projects at the network services goup and by more labor intensive 
commercial and f e m e  projects in the creative services group. These material and labor costs have increased at a 
fasta rate than revenue, contributing to a louaer operatiog cash flow margin. 

Seiiing, General und Administrative. DHC‘s selling. general and administrative expenses (“SG&A”), 
including corp~rale elipenies of both DHC and Asccnl Media but excluding stock-based compensation and 
accretion expense on asset retkment obligations, decreased $2,131,ooO or 5.0% for the thrm mouths ended 
March 31,2007 as compared to the corresponding prior year paid. The decline for the three month period was 
driven by lower professional fees and lower penonnel costs. As a percent of revenue, SG&Awas 23.3% and 27.8% 
for the three mooths ended Marcb 31.2007 and 2006, respectively, with the decrease partially resulting from the 
resuucolrjng which occurred in the third and fourth quarters of 2006, lowering headcount and personnel costs. 

Depreciation nrtd Amortizarir~n. The decrease in depreciation and amorrizarion expense for the three months 
ended Marcb 31,2007 is due to a combination of assets becoming fully depreciated partially offset by depreciatioo 
on neu- capiral expendirures. 

Stock-Based Cornpenrotinn Effective August 3,2006, Ascent Media adopted i s  2006 Long-Term Incentive 
Plan (the ”2006 Plan’’). The 2006 Plan provides the rem and conditions for the grant of, and payment with respect 
to, Phantom Appreciation Rights (“PARS”) granted to cenaiu officers and other key personnel of Ascent Media. The 
maximum number of PARS that may be granted under the 2006 Plan is 500,000, and there were 423,500 PARS 
granted as of Marcb 31, 2007. For the three months ended March 31, 2007, Ascent Media recorded $841,000 of 
2006 Plan expense. 

On July 21,2005, Liberty completed the sph off of the capital stock of DHC. As a result of thc Spin Off and 
related adjustments to Liberty’s stock incentive awards, options to acquire an aggregate of approximately 
2.0 million shares of DHC Series A common stock and 3.0 million shares of DHC Series B common stock were 
issued to employees of LikrIy. In addition, employees of Ascent Media who held stock options or stock 
appreciation rights (“SARs”) to acquire shares of Liberty common stock prior to the Spin Off continue to hold 
such options. SAR expense was a credit of $12,000 for the three months ended March 31, 2007. Punuant lo the 
Reorganizalion Agreement, DHC is responsible for all stock options related to DHC common stock, and Liberty is 
responsible for all incentive awards related to Liberty common stock Notwithstanding the foregoing, the Company 
records stock-based compensation for all stock incentive awards held by DHC‘s and its subsidiaries’ employees 
regardless of whether such awards relate to DHC conunoti stock or Liberty common stock. Any stock-based 
compensation recorded by DHC with respect to Liberty stock incentive awards is treated as a capital Innsaction 
with the offset to stock-based compensation expense reflected as an adjustment of additional paid-in capital. Stock- 
based compensation expense was $137,000 and $546,000 for the threc months ended March 31,2007 and 2006. 
respectively. 

As of March 31, 2007. the toral compensation cost related to unvested equity awards was $%O,ooO. Such 
mount  will be recognized in our consohdated staIements of operanons ovcr a weighted average ~ M W  of 
approximately 1.3 years. 

__ 

Shre  of Enrnings of Discovq. Our share of earnings of Discovexy was consistent for the three nionths 
ended March 31, 2007 and 2006, increasing $384,Mx) of 1.8%. 

We have provided a morc detailed discussion of Discovery’s results of operaions below. 
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Other Income. During the first quarter of 2007. we were bought out of an operating lease in New Yo& and 
recorded a $6,992,000 gain on this transaction, representing the cash received less the net bmk value of leasehold 
improvements which were retired. 

Income Tu-es. Our effective tax rate was 3 1.0% and 42.7% lor the three months ended March 31.2007 and 
1006, respectively. Our income tax expense for 2007 is lowcr than the federal income tax rate of 35% due to a 
reduction io the valuation allowance from the usage of net operating loss carryforwards to offsct taxable income in 
the frst  quarter of 2007. Our income tax expense for 2006 was higher than the federal income tax rate of 35% due to 
state and foreign tax expense. 

Ne1 Earnings. Our net eamings increased from $11,615,000 for the three months ended March 31,2006 to 
$20,164,000 for the three monlhs ended March 31, 2007. Such increase is due to the other aforementioned 
fluctuations in revenue and expenses. 

Liquidily and Capital Resources 

Our primaq sources of funds a~ cash on hand and cash flows from operaring activities. During the three 
months ended March 31,2007. OUT primary use of cash was capital expenditnres of $13,407, 
2007 capital expenditures, $3,338,000 relates to the buildout of Ascent Media’s existing 
customer contracts. The remainder of our capital expenditures relate to purchases of new equipment and h e  
upgrade of existing facilities and equipment We currently expect to spend an additional $69,500,000 for capital 
expenditures in 2007, which we expect will be funded with cash from operations and cash on hand. At March 31, 
2007, we have approximately $154.7 million of corporate cash and short-term investments. For the foreseeable 
future, ue expect to have sufficient available cash balances and net cash from operating activities to meet our 
wwking capital needs and capital expenditnrc requirements. We intend to seek external equity or debt financing in 
the event any new investment opportunities, additional capital expenditures or OUT operations require additional 
funds. but there can be no assurance that we will be able to obtain equity or debt financing on t m  that are 
acceptable to us. 

We do not have access to the cash Discovery generates from its operations, unless Discovery pays a dividend 
on its capital stock 01 otherwise distributes cash to its stockholders. Historically, Discovery has not paid any 
dividends on its capital stock, and u’e do not have sufficient voting control to cause Discovery to pay dividends or 
make other payments or advances to us. 

Discovery 

We hold a 50% ownership interest in Discovery and acmunt for this inveshucnt using the equity method of 
accounting. Accordingly, in our condensed coosalidated fmancial statements werecord our share of Discovery’s net 
income or loss available to common shareholders and reflect this activity in one line item in our condensed 
consolidated statement of operations as “Share of earnings of Discovery.” “hc following financial information of 
Discovery for rhe three months ended March 3 1,2007 and 2006 and related discussion is presented to provide the 
reader with additional analysis of the operating results and fmancial position of Discovery. Because we do not 
control chhe decision-ulakiog process 01 business management practices of Discovery, we rely on Discovery to 
provide us ujith fmancial information prepared in accordance with GAAP that we use in the application of the equity 
method. The following discussion and analysis of Discovery‘s operations and fmancial position has been prepared 
based on ioformvnon that we receive from Discovery and represents ow views and understanding of its operating 
performance and fmancial position based on such information. Discovery is not a separately traded public company, 
and we do not havc the ability to cause Discovery’s management to prepare its own management’s discussion and 

1: * 
Discovery’s management had prepared ir 

The following discussion of Discovery’s results of operations is prwnted on a consolidated basis. In order to 
provide a kner understanding of Discovery’s operations, we have also included a summarized presentation of 
revenue and operating cash flaw of Discovery’s three operaring goups: Discovery networks U.S., or U.S. networks. 
Discovery nerworks international 01 international networks, and Discovery commerce, education and d~a. 

~ . 
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The U.S. networks is Discovery’s largest division, which owns and opcrates I2  cable and satellite channels and 
provides disvibution and advertising sales services for BBC America and distribution services for BBC World 
News. International networks manages a portfolio of channels, led by the Discovery Channel and Animal Planet 
brands, that are dismbuted in virtually every pay-television market in the world via an infrasrmcmre that includes 
major operarional centers in London, Singapore, New Delhi and Miami. Discovery commerce, education and other 
includes Discovery’s retail chain store operations and oher direct-to-consumer marketing activities, as well as 
Discovery education, which manages Discovery’s distribution of education content to scboals and consumers. 

On March 29,2007, Discovery announced that it had entered into a nm-bbding Letter of Intent with Cox, a 
25% shareholder of Discovery, pursuant to which Discovery would redeem Cox’s ownership interest in  Discovery 
for all of the capital stock of a subsidiary of Discovery that will hold Travel Channel, travelchannel.com, Antenna 
Audio and approximately $1.275 billion in cash. Discovery expects to -e the cash amount through additional 
financing, and expects to retire the equity shares pre\ziously owoed by Cox. Completion of the transaction is subject 
to negotiation of d e f ~ t i v e  documents and various conditions, including regulatory clearances and approvals. Upon 
completion of the transaction, which is expated to close in the second quarrer of 2007, the Company would own a 
66%% interest in Discovery. DHC would continue to account for its investment using the equity method of 
accounring due to governance rights which would restrict DHC‘r ability to couuol Discovery. 

Consolidated Results of Discovery 
Three Mwtb E o d d  

March 31, 
2007 2006 

amovntr in lhouraodr 
-- 

Revenue: 
Advertising.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 289,769 267,028 
Distribution . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  369,879 346.014 
Orher . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  68,178 46,559 

Total revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  727,826 659,601 
~~ 

___ 
EXpe”SS 

Cost of revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (257.027) (240,342) 
Selling, general and administrative (“SG&A”) expense. . . . . . . . . . . . . . .  (291,002) (274,348) 

Operating cash flow. . . . . . . . . . . . . . . . . .  

Expenses arising from long-term incentive plans 
Resrmcturing and other charges. . . . . . . . . . . . .  

Depreciation and amortization . . . . . . . . . . . . . .  

. . . . . . . . . . . . . . . . . . . . . . . .  121,889 109,607 
Other income (expense): 

Interest expense, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (44.556) (49.W) 
Unrealized gains from derivative instruments, net. . . . . . . . . . . . . . . . . . .  1,065 6,725 

(707) 1,878 
. . . . . . . . . . . . . . .  1,402 Other . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2.049 

. . . . . .  Earnings before income taxes. . . . . . . . . . . . . . . . . . .  79,740 70,606 
Income w expense. . . . . . . . . . . . . . . . . . . . .  . . . . . . . . . . . . . . .  (36,626) (28,259) 
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Business Segment Results oC Discovery 

Revenue: 
U.S.netWMks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
International networks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Discovery commerce, education and other . . . . . . . . . . . . . . . . . . . . . . . . .  

Total revenue 

Operadng Cash How: 
U.S.netwarks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Inranatiooal networks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Discovery commerce, education and other . . . . . . . . . . . . . . . . . . . . . . . . .  

Total operatingcash flow . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

5485,613 443.434 
207,796 193,216 
34,417 22,951 

$727.826 659,601 
~~ 

_ _ _ ~  _ _ _ _  

$180,431 152,117 
19.4% 31,146 

(20,130) (38,352) -~ 
$179.797 144,911 -~ 

~~ 

.%re: Discovery commerce, education and other includes intercompany eliminations. 

Revenue. Discovery‘s consolidated revenue increased 10% for rhc three months ended March 31, 2007, as 
compared to the corresponding prior year period. Increased revenue was due to a 7% increase in distribution 
revenue, a 9% increase in advertising revenue and a 46% increase in other revenue during the same period. 

DistribuUon revenue increased $13,715,000 01 7% at the U.S. networks primarily due to a 6% increase in 
paying subscription unb combined with contractual rate increases. Launch amortization at the US. networks, a 
con--reveuue item was $15,352,000 and $18,428,000 for the three months ended March 31, 2007 and 20%. 
respectively. Many of Discovery’s domestic networks are currently distributed to substantially all of the cable 
television and direct broadcast satellite homes in the U.S. Accordingly, the rate of powth in U.S. distribution 
revenue in future periods is expected to he less than historical rates. 

At the international networks, distribution rcvenue increased $10,150,000 or 8% for the three months ended 
.March 3 I ,  2007, as compared to the corresponding prior year period. Such increase was principally comprised of 
combined revenue growth in Europe and Asia of $20,424,000, partially offset by a $10,269,000 revenue decline in 
the U.K. The net increase in revence resulted from an increase in paying subscription units of 13% combined with 
conuactual rate increases in ccmin markets, partially offset by an increase in launch amortization. In January 2007 
and in connection with the settlement of terms under a pre-existing distribution agreement, Discovcry completed 
negotiations for the renewal of long-term distribution agreements for certain of its U.K. networks and paid a 
distributor $195.8 million. Most of the payment was attributed to the renewal period and is being amortized over a 
five year term. As a resulr, launch amortization ar the international networks was $10,541,000 for the three months 
ended March 31,2007, as compared to $1,559,000 for the corresponding prior year period. 

Advenising revenue, which includes revenue from paid programming, increased $20,446.033 or 10% at the 
U.S.netu~orksandincreased$2,183,000or4%attheintemationalnenvorks.for~ethr~monthsendedMarch31, 
2007 as compared to the corresponding prior year pcrid. The increase in advertising revenue a1 the US. networks 
was primarily due to higher advertising sell-out rates on ccrtain channels and higha audience delivery on most 
channels, notably the Discovery Channel and TLC. The increase in intemarional networks advertising revenue was 
due primarily to higher viewership in Europe and Lain America combined with an increased subscriber base in  

Included in othm revenue is education revenue. which increased $6,931,000 or 85%, and commerce revenue, 
which increased $3,361,033 or 15%. The increase in education revenue comes from a combination of a 12% 
increase in paying school subscription units and improved customer yields as a result of the increased focus on 
Discovery’s direct-to-school distribution plarform, uniredrfreaming, as well as the division’s other premium 
direct-to-school subscription services. The increase in commerce revenue is driven by increases in both the retail 
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store business and direct-to-consumer e-commerce business. During the fmt quarter of 2007, Discovery initiated a 
suategic review of its commerce business to evaluate potential new operating alternatives with B target of reaching a 
conclusion in the second q u e r  of 2007. 

Cort ofRevenue. Cost of revenue increased 7% for the three months ended March 31,2007, as compared to 
he corresponding prior year period. As a percent of revenue, cost ofrevenue was 35% and 36% for the three months 
ended March 31, 2007 and 2006, respectively. The $16,685,000 increase over the prior year period primarily 
resulted from an $1 1,826,000 increase in content amortization expense due to continued investment in original 
productions across the U.S. networlts combined with increases in Europe associated with the launch of several 
networks and a new free-to-air channel in Germany branded as DMAX. 

SG&A E*penses. SG&Aexpenses increased 6% forthethreemonths endedMarch 31,2007, as compared to 
the corresponding prior year period. As a percent of revenue. SG&A expense was 40% and 42% for the three 
months ended March 31,2007 and 2006, respectively. During the three months ended Marcb 31,2007, SG&A 
expense increased $11,139,000 and $15,241,000 for U.S. networks and intwarional networks, respectively, as 
compared IO !he corresponding prior year perid, but decreased $9,890,000 for Ihe education business. In 
U S .  networks, the increase is primarily due to a $10,623.000 01 22% increase in personnel expcnse resulting 
from increased headcount from 2006 acquisitions combined with compensation increases. In international net- 
works, the increase is primarily due to an $11,959,000 or 35% increase in personnel expense, resulting from 
i n f r a s m c m  expansions in Europe which increased headcount and office locations. In the education business, the 
decrease is primarily doe to a $4,443,000 or 38% reduction in persame1 expense as a result of business 
resuncturing, combined with a $5,053,003 or 88% reduction in marketing expense as Discovery re-focuses the 
direction of the education business. 

While international networks revenue increased $14,580,000, optrating cash flow decreased $11,650~000 in 
2007 as compared to 2006 plimarily due to the acquisition of DMAX in March 2006 which incurred a $9,027,000 
higher operatiig cash flow deficit in the first quarter of 2007 as compared to 2006. 

Kesrmruring Charges. During the Dst  qu- of 2007, Discovery recorded resrmccuring charges of 
$10,999,000 relatcd to a number of organizational and strategic adjustments. The purpose of these adjusfments 
was to better align Discovery’s organizational srmcme with the company’s new strategic priorities and to respand 
LO continuing changes within the media industry The charge primarily results from severance due to a reduction in 
headcount. Tbere war no rest~ccuring charge in 2006. 

Expenses arising from long-term incentive plans are 
related to Discovery’s unit-based, long-term incentive plan, or LTlP, for its employees who meet certain eligibility 
criteria Units are awarded to eligible employees and generally vest at a rate of 25% per year. The value of umcs in  
the LTlp is indexed to the value of DHC Series A common stcck and are mated similar to a derivative by 
determining their fair value each reporting period. Upon redemption, phcipants  receive a cash payment based on 
the change in market price of DHC Series A common stock. The change in unit value of LTIP awards outstanding is 
recorded as compensation expense over the period outstanding. Compensation expense aggregated $1 1,721,000 for 
the three monrhs ended March 31, 2007 compared to $5,169,000 for the same paiod in 2006. The increase is 
pnmanly the result of increases in the DHC Series A comrnon stock price offset by adecrease in expense related to 
the difference in value accrued for units paid or forfeited during the quarter, largely as a result of the resrmcruring. If 
the remaining vested LTIP awards at March 31.2W7 were redeemed, the aggregate cash payments by Discovery 
would be approximately $41,328,000. 

Expenses Arising fmm Long-rem /wenlive Plans. 

Depreclurim ami Amorriurriont The increase in depreciation and amonization for the three months ended 
March 31, 2007 is due to an increase in new assets placed in service during 2006. 

Other lncome and Expense 

The decrease in interest expense for the three months ended March 3 1,2007 is primarily a 
result of Discovery exercising its call rights in January 2007 to acquire mandatorily redeemable securities and 
reversing $4.5 million of accrued preferred recurns. Preferred r e m  had been recorded as a component of interest 
expense based on a constant rate of r e m  through the full tern. 

-. .. .. - . . .. ._______ 

lnreresi Eqeme. 
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Unrealized Gains from Derivative hrsrrumenls, rrel. U ~ e a l i d  gains from derivative transactions relate 
primarily to Discovery’s use of derivative insrmments to modify its exposure to interest rate fluctuations on its debt. 
These insmnxnt contracts include a combination of swaps and swaptions. As a result o funrea l id  mark to market 
adjustments, Discovery re~ognized $1,065,000 and $6,725.000 in unrcalked gains on these insuumcnts during the 
three months ended March 31,2007 and 2006, respectively. The foreign exchange hedging insrmmts used by 
Discovery spot. fonvard and option c o n m t s .  Additionally, Discovery enters into non-designated fonvard 
conuacls to hedge nondollar denominated cash flouts and foreign m e n c y  balances. 

Mimriry Inrerests in Comolidnted Subsidiaries. Minority interest represents increases and decreases in the 
estimated redemption value of mandamdy redeemable interests in subsidiaries which are initially recorded at fair 
value. 

Other Other income in 2007 and 2006 relates primarily to Discovery’s equity share of earnings on their joint 
ventures. 

lmanie Tares. Discovery’s effective W rate was 46% and 40% for the three months ended March 3 1,2007 
and 2006, respectively. Discovery’s effective tax rate differed from the federal income tax rate of 35% primarily due 
to foreign and state taxes. 

Liquidity and Capital Resourca 

Discovery used $166,931,000 and $24,193,000 of cash from operations during the rhree mouths ended 
March 31, ux)7 and 2006, respectively. Discovery’s payment under deferred launch incentives was $196,80l,oM) 
and$13,764,000forrhe ~hrecmonthseridedMarch31.2007 and2006,respectively.drivingasignificantuseofcash 
during the frrrt quarter of 2007. 

During the three months ended March 3 1,2007, Discovery spent $13,407,000 on capital expenditures and paid 
$44,000,oW to acquire mandatorily redeemable securities related to minority interests in cenzin subsidiaries. 
During the three months ended March 3 1,2036, Discovery paid $68,910,000 for business combinations, net of the 
cash acquired, and spent 57,343,000 on capital expenditures. 

In addition to cash provided by operations, Discovery funds its activities with proceeds borrowed under 
various debt facilities, including a term loan, two revolving loan facilities and various senior notes payable. During 
the three months ended March 31, 2007 and ux)6, net borrowings under debt fac es were $262912,WO and 
$147,949,000, respectively. Total commitments of these facilities were $4,071,000,000 af March 31, 2007. Debt 
outstanding on these facilities aggregated $2,870,300,000 at March 31,2007, providing excess debt availability of 
$1,200,700,000. Discovery’s abiliry to borrow the unused capaciry is dependent on its continuing compliance with 
its covenants af the time of, and after giving effect to, a requested borrowing. 

All term and revolving loans and senior notes are unsecured. The debt facilities contain covenants that require 
Discovery to meet c d n  financial ratios and place resmctions on the payment of dividends, sale of assets, 
additional borrowings, mergers, and purchases of capital stock. assets and investments. Discovery has indicated it is 
in compliance with all debt covenants at March 31, 2007. 

During 2007, including amounts discussed above, Discovery expects to spend up to $100,000,000 for capital 
expenditures and approximately $180,000,ooO for interest expense under its current debt facilities. Payments to 
satkfy  LTIP obligations are not expected lo he significant in 2W7. Discovery believes that its cash flow from 
operations and borrowings available under its credit facilities will be ruffrcient to fund its working capital 
requirements. 

Discovery has agreements covering leases of satellite transponders, facilities and equipment. These agree- 

conrent suppliers that expire over various dares. Discovery also has other contractual commitments arising in the 
ordinary course of business. 

Discovery is subject to a convactual agreement that may require Discovery to acquire the ownership interest of 
a mjnority pmner  The right of this minority partner to put its interest back to Discovery for a value determined by a 
specified formula every three years commenced on December 31, 2002. Discovery accretes the mandatorily 
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redeemable equity in a subsidiary to its estimated redemption value b o u g h  the applicable redemption date. The 
most recent put right has been exercisable since December 2005. During 2006, Discovery was notified that the 
minority parmcr was evaluating whether to execute its rights under the agreement. As of March 31, wO7, the 
minority partner had not advised Discovay of ilr intention. Discovery is now acneting this minority inmest lo the 
December 2008 redemption date and estimates the redemption value to be $46.6 million as of March 31, 2007. 

Quntitnrive and Qualilntive Disclosures about Market Risk 

Foreign Currency Risk 

We continually monitor our economic expaswe to changes in foreign exchange Tales and may enler into 
foreign exchange agreements wherc and wheo appropriate. Substantially all of OUT foreign trmsactions are 
denominated in foreign currencies. including the liabilities of our foreign subsidiaries. Although ow foreigm 
iransactions are not generally subject to significant foreign exchange transaction gains or losses, the financial 
statements of ow foreign subsidiaries are translated into United Srates dollars as pm of our consolidated fmancial 
reporting. As a result. fluctuations in exchange rates affect our financial position and results of operations 

Item 4. Conbok and Procedures 

In accordance with Exchange Act Rules 13a-15 and 15d-15, the Company carried out an evaluation, under the 
supervision and with the pmicipation of management. including its chief executive officer, principal accounting 
officcr and principal financial officer (the “Executives”), of the effectiveness of its disclosure controls aud 
procedures as of the end of the pericd covered by this report. Based on that evaluation, the Executives concluded 
hat the Company’s disclosure controls and procedures were effective as of March 31,2007 to provide reasonable 
assurance that inforination required u, be disclosed in its ~ e p m  filed or submitted under the Exchange Act is 
recorded, processed. summarized and reported within the time periods specified in the Securities and Exchange 
Commission’s rules and forms. 

There has been no change in the Compauy’s internal controls over fmancial reporting identified in connection 
with the evaluation described a b v e  that occurred during the three months ended March 3 1,2007 ha1 has materially 
affected, or is reasonably likely to materially affect. its internal controls over financial reporting. 
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DISCOVERY HOLDING COMPANY 

PART U - OTHER INFORMATION 

Le& Proceedings 

For information regarding institution of, or material changes in, maferial legal proceedings that have been 
reported his fiscal year, reference is made to Part I, Item 3 of our Annual Report on Farm IO-K f k d  00 February 28, 
2007. 

Item 6. Exhibits 

(a) Exhibirs 
~~ 

31.1 Rule 13a-I4(a)/15d-l4(a) Certification* 
3 1.2 Rule 13n-l4(a)/15d-l4(a) Cenification* 
31.3 Rule 13a-14(a)/lSd-ll(a) Certificarion* 
12 Section 1350 Certification" 

* Filed herewith 



SIGNATURES 

Pursuant to the ryuiremenis of the Securities Exchange Act of 1934, the Regisuant has duly caused rhis report 
lo be signed on its behalf by the uiidersigned thereunto duly authorized. 

Date: May 9,2007 

Date: .May 9, 2007 

Date: May 9, 2007 

DISCOVERY HOLDING COhPANY 

By: Is1 John C. Malone 
John C. Malone 
Chief Executive Ofticer 

By: Is1 David J.A. Flowers 
David J.A. Flowers 
Senior Vice President and Treasurer 
(Principal Financial Officer) 

By: Is1 Christopher W. Shean 
Christopher W. Shean 
Senior Vice President and Controller 
(Principal Accounting Officer) 
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EXHIBIT INDEX 

Listed below are the exhibin which are filed a s  a pari of this Report (according to the number assigned to them 
in Item MI of Replation S-K): 

31.1 Rule 13a-l4(a)/15d-l4(a) Cemfication* 
31.2 Rule 13a-l4(a)/lSd-l4(a) Ceriification' 
31.3 Rule l3a-14(a)/15d-l4(a) Certification* 
32 Section 1350 Cenification* 

* Filed herewith. 
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Exhibit 31.1 

CERTWICATION 

I, John C. Malone, certify that 

I .  I have reviewed this quarterly repon on Form IOQ of Discovery Holding Company; 

2. Based on my knowledge, this quarterly reporl does not contain any unme statement of a material fact or 
omit to state a material fact necessary to d e  the statements made, in light of the circumstances under which such 
smtements were made, not misleading with respect to the period covered by this quarte~ly report; 

3. Based on my knowledge, the fmancial statements and other financial information included in this quarterly 
repon fairly present in all material respects the financial condition, results of operations and cash flows of the 
registrant as of. and for, the periods presented in this quarterly report; 

4. The registrant’s other celtifying officers and I are responsible for establishing and maintaining disclosure 
controls and pracedures (as defined in Exchange Act Rules 13a-15(e) and 15d-l5(e)) and internal control over 
financial reporting (as defined in Exchange Act Rules 13a-lS(Q and 15d-l5(Q) for the registrant and we have: 

a )  designed such disclosure controls and procedures, or caused such disclosure courmls and procedures 
to be designed under our supervision, to ensure that material i n f o d o n  relating to the regisms including its 
consolidated subsidiaries, is made known to us by others within those entities, parricnlarly during the period in 
which this quarterly report is being prepared; 

b) designed such internal control over financial reponing, or caused such internal coutrol over fmancial 
reporring to be designed under our supenision, to pravidc reasonable assurance regarding the reliability of 
fmancial reponing and the preparation of fmancial statements for extemal purpases in accordance with 
generally accepted accounting principles; 

c) evaluated the effcctiveness of the registrant’s disclosure controls and procedures and presented in this 
quarterly report our conclusions about the effectiveness of the disclosure controls and procedures as of the end 
of the period covered by this quarterly repolt based on such evaluation; and 

d) disclosed in this quarterly report any change in the registrant’s internal control over financial qarting 
that occurred during h e  registrant’s most recent fxal q m r  (the registrant’s founh fiscal quarter in the case 
of an annual r e p )  that has materially affected. or is reasonably likely to materially affecs the registrant’s 
internal control over fmancial reporting; and 

5 .  The registrant’s othcr certifying officers and I have disclosed, based on OUT most recent evaluation of 
internal control over fmancial reporting, to the registrant’s auditors and the audit committee of the registrant’s board 
of directors (or persons performhg the equivalent function): 

a) all significant deficiencies and matCrial weaknesses in the design or operation of internal control over 
fmancial reparring which arc reasonably likely to adversely affect thc registrant’s abiity to record, process, 
summarize and reporr rmancial information; and 

b) any h u d ,  whether or not material, that involves management or other employees who have a 
significant role in the repistrant’s internal control over financial reporring. 

Date: May 9,2007 /sl John C. Malone 
John C. Malone 
Chief Executive officer 



Exhibit 31.2 

CERTIFICATION 

I ,  David 1.A. Flowers, certify that: 

1. I have reviewed this quarterly report on F m  IOQ of Discovery Holding Company; 

2. Based on my knowledge. this quarterly report does not contain any unme statement of a mataial fact or 
omilto state a material fact necessary to make the statements made, in light of the circumstances under which such 
mLements were made, not misleading with respect to the period covered by this quarterly report; 

3. Based on my knowledge, the fmancial statements and other fmancial infomation included in this quarterly 
report fairly present in all material respecu the fmancial condition, results of operations and cash flows of the 
registrani as of, and for, the periods presented in this quarterly reporq 

4. The registrant’s other certifying officers and I are responsible for establishing and mainraining disclosure 
controls and procedures (as defined in Exchange Act Rules 13a-l5(e) and 15d-l5(e)) and internal control over 
financial reponing (as defined in Exchange Act Rules 13a-l5(0 and 15d-15(0) for the registrant and we have: 

4 designed such disclosure controls and procedures, or caused such disclosure controls and procedures 
10 be designed under OUT supervision, to ensure that material information relating to theregistrant, including its 
consolidated subsidiaries, is made known to us by others within those entities, particularly d-g the period in 
which this quarterly report is being prepared, 

b) designed such internal control over financial reporring, or caused such inrwal control over fmancial 
reporting to be designed under OUT supervision, to provide reasonable assurance regarding the reliability of 
fmancial reponing and the preparation of fmancial statements for external purposes in accordance with 
generally accepted accounting principles; 

c) evaluated the effectiveness of thc registrant’s disclosure controls and procedures and presented in this 
quarterly repon our conclusions about the effectiveness of the disclosure controls and procedures as of the end 
of the period covered by this quarterly report based on such evaluation; and 

d) disclosed in this quarterly report any change in the registrant’s internal control over financial reporting 
that occurred during the regismnt’s most recent fKcd quaner (the registrant’s fourth fwcal quarter in the case 
of an annual report) that has materially affected, or is reasonably lkely to materially affect, the registrant’s 
inremal control over fimancial repwring; and 

5 .  The regisuant’s other certifying officers and I have disclosed, based on our most recent ei7aluation of 
internal control over fmancial reporting, to the registrant’s auditors and the audit commiuee of the registrant’s b a r d  
of directors (or persons p e ~ o m i n g  the equivalent function): 

a) all significant deficiencies and material weaknesses in the design or o p t i o n  of internal control over 
fmancial reponing which are reasonably likely to adversely affect the regktrant’s ability to record, process, 
-. summarize and report fmancial information; and 

b) any fraud, whether 01 not malerial, that involves management or other employees who have a 
significant role in the registrant’s internal control over financial reporting. 

Date: May 9, 2007 Id David J.A. Rowen 
David J.A. Flowers 
Senior Vice President and Treasurer 
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Exhibit 31.3 

CERTIFICATION 

I, Christopha W. Shean. c d y  that: 

I .  1 have reviewed this quarterly report on Form IO-Q of Discovery Holding Company; 

2. Based on my knowledge, this quarterly reporl does not contain any unme statement 01 a material fact or 
omit to state a macerial fact necessary to make the statements made, in light of the circumstances under which such 
statements were made, not misleading with respect to the period co\.ered by rhir qnarterly report; 

3. B d  on my knowledge, the fmancial statements and other financial information included in rhis quarterly 
report fairly present io all material respects the financial condition, results of operations and cash flows of the 
registrant as of, and for, the periods presented in this qnarterly repor? 

4. The registrant’s other certifying officers and 1 are responsible for establishing and maintaining disclosure 
controls and procedures (as defined in Exchange Act Rules 13a-l5(e) and lSd-l5(e)) and inrernal control over 
financial reporting (as defined in Exchange Act Rules 13a-15(0 and 15d-15(0) for the registrant and we have: 

a )  designed such disclosure controls and procedures, or caused such disclosure controls and procedures 
to be designed under our supervision, to ensure that material informarion relating to the registrant including its 
consolidated subsidiaries, is made known to us by others within those entities, particularly during the paiod in  
which this qumerly report is being prepared, 

b) designed such internal control over financial reporting, or caused such internal control o v a  fmancial 
reponing to be designed under OUT supenirios to provide reasonable assurance regarding the reliability of 
fmancial r e p o h g  and the preparation of fmancial statements for external purposes in accordance with 
generally accepted accounting principles; 

c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this 
quarterly report OUT conclusions about the effectiveness of the disclosure controls and procedures as of the end 
of the period covered by this quarterly repon based on such evaluation; and 

d) disclosed in this quarterly report any change in the registrant’s internal control over financial reponing 
that O C N I I ~  during the registrant’s most recent fiscal quarter (the registrant’s fourth fEcal quarter in the case 
of an annual reporr) that has materially affected, or is reasonably likely to materially affect, the registrant’s 
internal control over fmancial reponing; and 

5. The registrant‘s other certifying officers and 1 have disclosed, based on OUI most recent evaluation of 
inlernal control over fmancial reporting, to the registrant’s auditors and the audit committee of the regisnant’s board 
of directors (01 persons performing the equivalent function): 

a) all significant deficiencies and material weaknesses in the design or operation of internal conml o v a  
fmancial reporting which are reasonably likely to adversely affcct the registrant’s ability to record, process, 
- summarize and reporr fmancial information; and 

b) any fraud, whether 01 not material, that involves management or other employees who have a 
si&hnt role in the registrant’s internal control over financial reporting. 

Date: May 9, 2007 is! Christopher W. Shean 
Christopher W. Shean 
Senior Vice President and CoumUer 



EXHIBlT 32 

Certification 

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 
(Subsections (a) and (b) or Section 1350, Chapter 63 of nt4e 18, United States Code) 

Pursuant to section 906 of he Sarhanes-Oxley Act of 2002 (subsections (a) and (b) of section 1350, chapter 63 
of tirle 18, United States Code), each of the undersigned officers of Discovery Holding Company, a Delaware 
corporation (the “Company”), does hereby ccrrify, to such ofticer’s knowledge, that: 

The Quarterly Repon on Form 10-Q for the period ended March 31,2007 (the “Form lo-Q) of the Company 
fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934 and 
information contained in the Form IO-Q fairly presents, in all marerial respects, the fmancial condition and results 
of operations of the Company as of March 31, 2007 and December 31,2006 and for the three months ended 
March 31.2007 and 2006. 

Dated: May 9, 2007 

Dated: May 9,2007 

By: Is/ John C. Malone 
John C. Malone 
Chief Executive Officer 

By: Is/ David J.A. Flowers 
David J.A. Flowers 
Senior Vice President and Treasurer 
(Principal Financial Officer) 

By: is /  Christopher W. Shean 
Christopher W. Shean 
Senior Vice President and Controller 
(Principal Accounting Officer) 

7he foregoing cenifiiation is k i n g  furnished solelypursuant to section 906 of the Sarbanes-Oxley Act of 2002 
(subsections (a) and (b) of section 1350. chapter 63 of tide 18, United States Code) and is not being filed as pan of 
the Form IO-Q or as a separate disclosure document 



May 1,2007 

Securities and Exchange Commission 
100 F Street, N.E. 
Washingt0nD.C. 20549 
Arm: Sondra Stokcs 

Re: Discovcry Holding Company (SEC File No. 000-51205) Cla&cation of Sarhanes-Oxlcy Section 404 
Requirements for Acquired Companics. 

Dcar Ms. Stokcs: 

On July21,2005, Lib- M& Corporation (“LihcrCy..) comple2ed thc spin off of Discovery Holding 
Company (“DHC‘) to Liberty's shareholden. DHC is a holding company with wholly-owed subsidiaries, 
Ascent Media Group, LLC and AcmtHcalth, LLC and a 50% o w c d  af6liatc Discovery Communications, 
Inc. (“Discovery“ or “DCI”), which is accounted for using the equity method 

DHC has kcn an accelerated tiler sincc Daemher 31,2006, and issued its first Management‘s Repaa on 
Internal Control Over Financial Reporting on February 28,2007, along with the m i  of its Annual Rcport 
on Form IO-K for the ycar ended Deccmbcr 31,2006. The primary focus of the dcsign and related tcsting 
of DHC’s intcmal controls is at its wboUy-owncd subsidiaries. 

DCI is a “close corporation” under Delaware law, whereby thc stockholders manage the business of DCI, 
rather than a board of directon. DCI is not a separate public registrant, but DHC providcs scparate DCI 
finamid statements in its Form 10-K pursuant to Rule 3-09 of Regulation S-X. For purposcs of accounting 
and assessing internal controls o v a  financial reportinp. DHC treats its 50% interest in DCI as an equity 
invesmunt As such, DHC asscsses control praedurcs over its application of the equity method for DCI. 
Such control procedures includc thc p r f o m n c c  of an audit and quartsrly rencw procedures by an 
mdcpcndcnt accounting f m  of DCI’s financial statcmcnts. However, DHC has not assessed, and has no 
right of access to perjonncl, systems or information that could cnablc us to assess. DCl’s intend control 
o v a  financial reporting cxisting within DCl’s operations and financial rcprting proccsses. 

DHC, togetha with Cox Communications (“Cox”) and AdvancdNewhousc (“Newbousc”), are the 
principal parties to a Stockholders’ Agreement DHC owns SO%, and Cox andNewbouse each o w  25%, 
of Discovery. The Stockholders’ Agreement pmvides that a nvmber of dsisions aSecting DCI, including 
approval of annual budgets and employment m t t ~ ~  ngarding DCI’s Chicf Exccutivc Officer, must bc 
approved by the holdcrs of 80% of its outstanding capital stock Because DHC owns 50%, Cox owns 25% 
and Newhouse owns 25%. any one of these partics can block DCI from taking any action that n p u i n s  80% 
approval. 

Rcccntly, DCI and Cox signed a lettw of in- for thc redemption of Cox’s interest in DCI (the “Cox 
Transaction”). In this transaction, DCI will redeem Cox’s sheholdings in exchange for a subsidhy 
holding two consolidated businesses of DCI, the Travel Channel and Antenna Audio. along with $1.275 
billion m cash Upon completion of thc Cox Transaction (expected in May 2007), DHC’s intrrcst in DCI 
will be i n c r e d  to 66-2/3%, md Ncwbousc’s i n m s t  will be in-cd to 33-ID%. Given that 80% of the 
outstanding capital stock must agrm on a mvnbcr of decisions affecting DCI, either remaining stockholder 
could still block DCI from taking any action that q n i r c s  80% appmval. 

As a result of the potential increase in ownership, DHC is revisiting its accounting mhncnt with rcspcct to 
the DCI invesmeni However, DHC will continue to be m b l c  to control DCI due to the aforcmntioncd 
blocking rights hcld by Ncwhousc. These blocking rights arc considered substantive participating rig& 
unda EITF 9616, Invstor’s Accountingfor an I n w t e e  When the I n w l o r  Has a Major@ of the Voting 
Inters t  but the Minor@ Shareholder or Shareholders Have Certain Approval or Veto RighD and 
accordingly, would precludc DHC from consolida!ing DCI h m  a voting control perspcctivc. In addition, 



DHC has reviewed FIN 46 (R) Consolidation of Variable Interer~ Entitiw to daerminc if c o ~ ~ l i d a t i ~ n  is 
rcquircd d e r  this standard. Based on this renew, it does not appear that DCI would be wnsidered a 
variable interest entity as it is expcctcd to continue to generate operating profits in thc future and the total 
equity i nvesbn t  at risk is significant and clearly sufficient to permit thc entity to finance its actinties 
without additional subordinated financial support Accordingly, it appears appropriate for DHC to 
continue accounting for its investment in DCI d m  the equity method after completion of the Cox 
Transaction 

Assuming the wqle t ion  of the C& Tramaction, it is expected that thc managemnts of DHC and 
Newhousc would begin a dialogue that will likely involve the acquisition by DHC of Newhouse's interest 
in DCI in a share-for-he exchange hausaction (Totential Newhouse Transaction"). The parties may 
want to move quickly on a potcatial bansaction to satisfy the marlct's desk  to have a simpler ownership 
structure and mare visibility into DCI's operatioos within DHC. If negotiations are succcsstU, it is 
possible for a hausaction to be wmpleted sometime in thc second half of 2007. DCI would thm bccomc a 
wholly-owned subsidiary of DHC and consolidation would be required. The actual form of a potential 
tausaction has not been detcrmincd and it could possibly be structured as a ICVCISC acquisition by DCI of 
DHC or s o m  other construct which would create a new entity as the public regirbant. 

For illusmtion purposes we have attached an abbreviated proforma balance sbect as of Dccembcr 31,2006, 
and an incom statement for the year then ended assuming both the Cox Transaction and the Potential 
Ncwhousc Transaction havc occurred. DHC rcco-s that on B wnsalidated basis. DCI's balance sheet 
accounts would represent a substantial portion of DHC's total financial position However, based on the 
anticipated closing of a txansaction with Newhouse occuning m thc second half of 2007, the revenuc and 
net earninp effect of DCI due to its partial year inclusion would he less dramatic than U depicted in thc 
accompanying proforma scbedulcr. 

Undcr Section 404 of the Sarbanes-Oxlcy Act of 2002 and relevant guidance from the SEC, the SFX would 
typically expect DHC's Management's Report on Internal Control over Financial Rcpoaing to include 
contmLi at all consolidated entities. However. DHC is requesting coulirmation from the SEC that the 
guidanw in its October 6, 2004 FAQs, specifically FAQ #3, would be applicable to DHC under these facts 
and circumstances. If so, it would be pcrmissiblc for DHC to exclude DCI fmm its assessment of intcmal 
control over financial rcpomng for the fiscal ycar-cnd D e c a n b ~  31.2007. W e  ulso note that strictly fiom 
a form perspective, if thc hausaction were structured in a way that a new cntity were created as the public 
reporting company. with substantially different fmaocial statements than that of the cllTTenf DHC, the new 
mtity would likely bc deemed a new public registrant that at least initially would not be an accelerated 6Icr 
and thus would bc eligible for a one year moratorium on the kp lmnta t ion  of Section 404 until it bccnme 
an acccterated filer. We do not bclicve the form of the musaction should dictate the ultimate determination 
of DHC's internal control rcpomng requirements. 

DHC management believes the successful implementation of Scaion 404 at DCI in 2007 may not be 
possible for the following rcasoos: 

DCI is a large and complex private company and bas not previously bcm subject to the 
r e q u u m n t s  of Sarbanes-Oxlcy. Management of DCI bas communicated to us that there have 
been no meaningful efforts to date to position DCI to be Section 404 compliant given the recent 
nature of these events. 

Although DCI considers its current internal wntrol environment adequate for its purposes, the 
requirements for assessing, designing and implementing internal controls to meet the standards 

extensive effort requiring numerous rcsourccs and significant time. In addition, t h m  would be 
little time to paform the requisite wntrnl testing and mediation of deficiencies. DCI is not 
currently staffed at levels necessary to complete the implemntation within this tLn h e .  

- cstzbbssh ed by Secuon 4W and mc CUSU name W(nr Dy p a n  


